The Greatest Bull Market In History

rom the 1937 high in the Dow Jones

Industrials, the

market

essentially

traded sideways back and forth between the
160 level, eventually fallingnder thel938
low movinginto April 1942. Then the trade
surplus began to widen in favour of the U.S.

Dow Jones Industrial Index
MONTHLY: 1941 - 1950
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isexclusivelythe trade between Europe anfd
the U.S. in millions of dollars. Note that
Europe was the largest trading partnel].
The United Kingdom (Britain) is expressed
in millions of pounds and the French dats
is provided in billions of francs.
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as Europe needed the productionlfaes
from its industries. By the spring @46,
the Dow Jones Industrialsliad from 93
to 212 througout the course of World War
.

Trade Surplus (Deficit)

1944

U.S. Europe U.K. France
1941 1,675 1,566 (649) (9.16)
1942 5,247 3,789 (721) 3.71
1943 9,461 7,693 (994) 21.45
1944 10,233 9,364 (1,027) 15.79
1945 5,426 5,106 (654)  (45.63)
1946 4,767 3,318 (336) (16.33)
1947 9,530 4,853 (597) (17.38)

The above table of foreign trade illus-
trates how the world situation stood be-
tween 1941 and 1947. The first column
represents the total world trade picture of
the United States expressed in millions of
dollars. The second column, U.S./Europe,

1945 1946 194 1948 1949 1950

We can see clearly that the huge swing i
the trade surplus for the United States gs
supported bythe above table, provided tw
aspects to the U.S. economy and markef-
place. First, the capital inflow sparked vir-
tually a straight up move in the Dow Jone
Industrials betweei942 and 1946. If you
refer to the chart covering the years bef
tween 1941 and 1950, notice that the oth/
pause in the trend came during the latglr
part of 1943. Other than that five month
correction, the trend was virtually straigh:ll
up with onlyseven other months which eve
briefly penetrated below the previous
month’s low. When the market came to its
abrupt high in 1946, the bottom was wel
established during the five month panic colj
lapse in 1946 from the major high.
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U.S. Balance of Trade with Europe
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The second effect that this huge trade
surplus in favour of the United States had
upon the economy was reflected in the of-
ficial gold reserves. It was America’s indus-
trial production through the innovation of
the automobile and the airplane that pro-
vided goods for European consumption.
For that productivity, Europe paid in terms
of gold and in 1950 when all the dust had
settled, the United States held 76% of the
entire official world gold reserves. This fac-
tor would serve as the primary reason why
the U.S. dollar would gain world domi-
nance from 1950 onward.

Again, immediately following the war,
many commodities were in short supplyand
the reconstruction which was anticipated
led to much immediate postwar speculation
going into 1946. But this was nowhere as
significant as that which followed World
War | preceding the panic of 1920.

Following the early 1946 high, a recession
period set in as trade declined and govern-

ment spending for armaments decreased.

The trade surplus expanded in the United

—

States during 1947 but much of this was fg
raw materials and civilianapds. The stock
market regained about 50% ofits loss frony
the high in 1946. But the enomy was
shifting from war to peace and this took
some readjusting on the part of industry.

There are several points which should b
made in respect to the rally in the stoc\me
market between 1942 and 1946. We ha
read how during the rally of 1933-1937, the
attitude toward the market was one of §
hedge against inflation. It is important to
our understanding of market behavior thaf
we look at the inflationary aspects of the
1942-1946 period as well. The following
table compares the Producer Price Indexds
on an international basis. Roosevelt’s curf
rency inflation actually exported inflation
to other nations, which prompted the battlg
of devaluation practices.

11%

Producer Price Index 1932-1942
1932 1942 % Chg

U.S. 12.5 19.0 + 52%
U.K. 4.1 7.6 + 85%
France 0.61 1.9 + 211%
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Accumulative Inflation 1932-1942
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The above table illustrates that inflation
was varied from one nation to another. But
there is no question that the 1932-1942 pe-
riod was one of inflationary trends. The
curious factor is that although government
spending continued between 1936 and
1942, the eenomy itself had entered a re-
cession. Therefore, the concept that gov-
ernment could increase its spending to
stimulate the economy did not unfold as
some would like us to believe.

The economy finally improved in the
United States in response to the huge in-
crease in foreign buying due to the war as
reviewed in the previous table on Trade
Surplus from 1941-1947. The effects of
World War Il on the inflationary picture are
quite clear. Between 1936 and 1946, infla-
tion rose much greater than in the 1932-
1942 period. The following table of
Producer Price Indexdhistrates this quite
bluntly.

I I I
France Italy Japan

Producer Price Indexes 1936-1946

1936 1946 %Chg
u.s. 15.5 23.2 49.6%
U .K. 4.6 9.2 100%
France 0.60 6.0 1,000%
Italy 0.29 104 3,486%
Japan 0.12 2.0 1,566%

Inflation in the United States was not tha
dramatically different in the 1936-1946 pe1
riod compared to the 1932-1942 periodj
The prewar period posted a 52% inflatior]
rate while during the war, when price con
trols and rationing were employed, infla
tion actually declined to 49.6%. Still this
was a sizable gain in inflation for this war
period. It did not hamper the stock marke
from rallying whatsoever. The Europearn
situation was much more different when w¢
compare the previous inflation tables. In
Britain, inflation rose from 85.3% in the
prewar period to 100% during the 1936
1946 era. In France, inflation rose from
211% to 1,000%, while Italy bore perhaps
the largest brunt of inflation, jumping from
a prewar rate of 111% to 3,486% duringth¢
1936-1946 period.
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Percentage Rate of Change
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Comparison U.S. & U.K. Stock Markets
US = S&P 500 UK =FT Index
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If we look at the stock markets in Britain

and the United States, we can see clearly

that it was the U.S. market which offered
the hedge against worldwide inflation once
again.

Industrial Stock Indexes
Adj.
for Infl.
(-36.9%)
(-93.7%)

1936 1946  %Chg
U.S. (Dow) 160.00 180.00 12.5%
U.K. 11.2 119 6.25%
(Dow in terms of pounds)
Pound Avg Q71 4.03 (18.9%)
Dow in terms of pound 31.4%

(-17.9%)

The above table introduces the concept of
how the U.S. market appeared to the Brit-
ish investor seeking a hedge against infla-
tion. Although the Dow Jones Industrials
rose only 12.5% in the face of 49.4% do-
mestic inflation, the sharp rise in the dollar
against the pound, 18.9% with exchange
controls, actually increased the value of the
Dow by 31.4% in their eyes, ignoring the
inflationary considerations. Taking into ac-

1936

19‘38 19‘40 19‘42 19‘44
count the inflationary trends in the United
States, the Dow Jones Industrials declinefd
interms of pounds byonly17.9% compared
to the British stock market, which declined
by 93.7% after adjusting for British infla-

tion.

For some reason, the majority of analyst
in the United States have lived in a fish bow
of isolation. They have formed their con
clusions based upon domestic consider
tions. The rise in the stock market betwee
1942 and 1946 was not outstanding in ter
of dollars versus inflation. It managed t
exceed the 1936 high of 193 by reachin
only 212 in 1946. Some would definitel
point to this period as evidence that th
stock market does not prosper during per
ods of inflation. But to the contrary, it at
least rallied and moved to new highs. Fronj
an international perspective, the dollar wa
rising in international purchasing power
Even though U.S. domestic accumulativ
inflation was 49.4%, Its purchasing powe
against a basket of currencies, including th
franc, lira, yen and the pound, increase

v)

V)
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U.S. Stock Market Expressed in Pounds
S&P 500 / British Pound Annual Avg

Expressed in British Pounds

31.8%. Therefore, $100in 1936 would have
purchased nearly$132in foreigoags dur-
ing 1946. Therefore, let’s create a basket
basis 1949 and compare it to 1929.

Dow Jones Industrials Expressed
in a Basket of Currencies

1929 1949 % Change
Pound $857 $3.680 (24.2%)
Franc .039 .003 (92.3%)
Lira .052 .001 (98.0%)
Yen + .460 .003 (99.3%)
Basket (X) 5.408 3.687
(X+ 1/5) (Y) 1.280 .937
(Y)=1 .78 1.06
Dow Ind 386 212
(Dow x1) 301 225 (25.2%)

The basket in the above table was created

without weights. | obtained the sum of the

four currencies and added 1 to represent

the dollar and then divided by 5 which gave
the figure "Y." | then divided 1 by "Y" to
establish a unit of international value "I"
which is easier on the eye to comprehend
from the U.S. perspective. In 1929, that
international unit of value was equal to 78
cents so to speak. In 1949, it was worth
$1.06. Therefore, thisillustrates the overall
appreciation of the dollar itself during this

U.S. Stock Market Expressed in Dollars
S&P 500 Index (1980=100)

Expressed in U.S. Dollars

T T T
1900 1910 1920 1930 1940 1950

20 year period. Then taking this figure anc
simply multiplying it against the Dow, we
obtain an adjustment in terms of interna
tional purchasing power. This exercisq
demonstrates that purchasing power bg
tween the international Dow was onl)1

25.2% less than the 1929 high, whereas, L
contrasting terms the Dow was still 45%
below the 1929 high.

Much of the real inflation never hit home
during the 1940s. This was largely due t¢
the fact that a fair portion of the debt waj
resulting from foreign loans which again
were being floated through U.S. bonds
The following table illustrates the impact of
government spending and the lag in infla
tion on a percentage basis to the rise in the
national debt.

Fed Budget Wholesale National
Surplus (-)  Price Ind Debt
($mil) (1967=_100) ($bil)
1937 (2,777) 445 36.4
1938 (1,177) 40.5 37.2
1939 (3,862) 39.8 41.9
1940 (2,710) 40.5 45.0
Fed Budget Wholesale National
Surplus (-) Price Ind Debt
($mil) (1967= 100) ($bil)
1941 (4,778) 45.1 57.9
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Differential US Natl Debt & PPI

Rate of Growth of Debt over Inflation
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1942 (19,396) 50.9 108.2 economy from the real inflationary trends
1943 (53,812) 53.3 165.9 hidden in the national debt.

1944 (46,138) 53.6 239.6

1945 (45,022) 54.6 278.1 In the midst of all this chaos, the United
1946 (18,201) 62.3 259.1 Nations managed to put together an ecq-
1947 6,600 76.5 256.9 nomic summit during July 1944, held af|
1948 8,864 82.8 252.8 Bretton Woods, New Hampshire. It was a
1949 1,006 78.7 257.1 this conference that the theory of manipu
1950 (2,207) 81.8 256.7 lating foreign exchange rates, such as thoge

of the central banks back in 1925-1927 angl
the devaluation practices of Roosevelf}
were attacked. Bretton Woods brough
forth the establishment of the World Bangl
and the International Monetary Fun

(IMF). Although the war was not yet over,
the member nations sought to look forward
to the economic problems which would facg
them once the war had come to an end.

Upon Roosevelt’s death &B45, Truman
immediately attempted to end the infla-
tionary policies of his predecessor. This is
evident by the sharp reduction in the fiscal
deficit for 1946 and the immediate return
to surplus during the years of 1947-1949.
The national debt came to a screeching halt
and did not exceed the 1946 high until the
early 1950s.

—

The monetary system that was formulate

Much of the inflation in the United States
was highly controlled by Roosevelt. The
army actually seized the gold mines and all
production was under government man-
agement. Rationing and strict price con-
trols sheltered much of the domestic

at Bretton Woods was based upon a pledge
from all member nations to keep their cur
rency within a percentage point or to ar
agreed dollar value. The IMF was designe
to provide moral suasion and credit to kee
the system alive.

o ==
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British Pound 1900-1950
MONTHLY CLOSINGS

U.S. dollars per British pound

1900 1910 1920 1930 1940 1950

Source: Wall Street Journal

Great Britain
Accumulative Changes 1939-1946

Percentage Rate of Change

T
Natl Debt

But the economic problems could not be
swept away by Bretton Woods. In Britain,
the national debt had risen from 7.2 billion
pounds in1939 to 23.7 billionpounds in
1946. where it was absolutely necessary,
rationing and campaigning to promote
lending to the government. Through these
measures, excess capital was absorbed by
government and not used by the private
sector for speculation, or investment ex-
pansion. In one sense, it was like a commu-
nist state where most of the capital and
profits are absorbed by government
through strict controls which hold off infla-
tion on domestic products at the very least.

British Treasury 3 Month Bill Rate

1.4

13

12

11

0.9

0.8

Percentage Rate of Interest

0.7

0.6
05 S

0.4

03

0.2

0.1

T T T T T
1936 1938 1940 1942 1944 1946

Another step taken both in Britain and in
the United States was the "official*managef
ment of interest rates. In Britain, the ban}

rate had jumped to 4% in 1939. But this wa
brought down to 2% and remained ther
during the war. The normal forces of sup
ply and demand were simply not permitte
to work. This is why interest rates did nof
rise in response to the huge borrowing o
governmental levels in both Britain and thg
United States.

—J

Had there not been a commitment on th
part of the public to stand behind theit
respective governments, these practicels
would not have worked. It would be dan-
gerous to assume that this could have begn
successful under peacetime situations. Thie
public spirit was directlybehind the war ang
sacrifices were given in full knowledge tha%l

1%

when it was over, things would return t
normal. Some argue that since it worke
once, it would work now to solve our eco-
nomic problems. But this is merely a com
munistic idea disguised among economif
principles. People were deprived of thei
fruits from labour and to suggest that stric
price controls, higher taxation, and hugé
government spending for social program
can be maintained indefinitely is pure mad
ness. These are the grounds for revolutigh

o7
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Great Britain - Current Account
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and indeed, they are some of the very rea-
sons the colonists revolted against Britain
backin 1776. Nonetheless, government did
not relinquish all of its usurped power. Al-
though Federal rent control was abolished
after the war, some states such as New York
did not. Eventually the State of New York
dropped rent control, but the City of New
York still maintains that power to this very
day.

Early on in the War, drastic steps were
taken on the part of Britain to help finance
the huge expenditures. Britain "requisi-
tioned"investments overseas, including the
business operations of British insurance
companies. Between 1940 and 1941, Brit-
ish investments in the United States were
sold for 200 millionpounds. Another 225
million pounds worth of investments were
sold to Canada. In addition to these sales,
Britain borrowed 425 milliorpounds from
the Reconstruction Finance Corporation
(RFC)inthe U.S.which had originallybeen
established by Hoover to support the bank-
ing industry. Despite all of this borrowing,
the reserves of dollars and gold held by

Britain in 1939, which amunted to 606
million pounds, declined to 75illon by
the end of 1940.

Even after Bretton Woods the problemj
continued. After Roosevelt’s death, Tru
man cancelled the Lend-Lease progranj.
This magnanimous lending policy for Brit-
ain was explained to the American peoplg
by Roosevelt in simple terms. Basically, hé
said, if your neighbor’s house is burning
down, you should not bargain with him for
a fee. You should put out the fire first. Thig
was Roosevelt’s clever way of lending vas
sumsto rebuild Britain. When Truman can
celled this blank check, the new govern
ment of Clement Attlee, which had
promised sweeping social programs and r¢-
forms to the British population, was left
with the balance of payments completely
uncovered.

Attlee had not made the grave mistakels
of Cunlife following World War |. Attlee’s
government at least viewed the pound gs
merely a unit of account, and he disassod|-
ated himself from the traditional pride of
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U.S. dollars per British pound
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the British to maintain the old $4.86 par
value at all costs. The pound waidl sbn-
trolled for internal purposes, but its value
on the international markets was now at
risk. Ifit declined severely, the desperately
needed imports for the reconstruction
would rise in cost. This was the dilemma
which faced Attlee in the first few months
of his administration.

A delegation headed by the famous
economist, John Maynard Keynes, left Brit-
ain for Washington. In September 1945,
Keynes arrived in Washington with a huge
shortfall in Britain’s external account which

had to be covered. Keynes had estimated

that he needed to go home with 1.7 billion
pounds just to break even b949. He was
shooting for a loan of 1.5lbon pounds or
roughly $6 billion. He asked that a large
part of this sum be merely a grant and that
the U.S. should not expectto be repaid. But
"give’em hell Harry" was not in the mood
for any free handouts. After three months
of negotiation, Truman sent Keynes home
with $3.75 billion, nearly half of what

Keynes was looking for. But the entire
amount was considered not a grant, by
strictly a loan, carrying an interest factor o

2%. Canada added another 280 million

pounds under similar terms.

Truman had attached to hisloan two stipu
lations. The first was that the pound woulg
be made completely convertible into for-
eign currency and exchange controls woul
be lifted within one year. Second, the pro

ceedsfromthe loan could not be used to pgy

off Britain’s wartime debts. This stipula-

tion was attached based upon a theory ¢f

the "International Dream,"” as | have
dubbed it. The concept was that if thg
United States loaned money for the recor
struction of Europe and Japan, that th
reemergence of their economies would be
come viable markets for U.S. goods. Thi
in turn would keep employment high in the
United States and hopefully avoid the nor

mal postwar depression phase. Truman wgs

not the only man to conceive of this dream
It was essentially the goal following World
War | with the huge influx of foreign loans

t
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and the goal of the Central Bankers back in
1925-1927.

Today we still chase the illusive interna-
tional dream through the very structure of
our new modern system for the interna-
tional economy. Manybelieve that we have
achieved it at brief moments in history.
Ironically, man has scoured the earth in
search of wealth and stability. He has as-
sumed that everyone can prosper and live
happily ever after simultaneously around
the globe. He has been torn between the
contrasting theories of communism and
capitalism in his pursuit of his dream and
often he has struck down the very fruits of
freedom to achieve his goal. But everyide-
ology from capitalism to socialism has its
weakness.

There is one element which has been
largely ignored in economics and in the
analysis ofthe events ofthe Roaring 20s and
the post-World War Il era. The rise and fall
of the world’s monetary system was primar-
ily caused by a tremendous experiment in
internationalism which failed. That experi-
ment has taken the form of manipulation in
foreign exchange rates, interest rates and
tariffs all in an effort to achieve equalized
prosperity. Even nowin thisage, the Group
of Five nations, led by the Secretary of the
Treasury Baker, is making the very same
mistakes as Benjamin Strong made in 1925.

In Herbert Hoover’s memoirs on Page 85
of Chapter 12 on Foreign Loans, he begins
by saying: "A part of the whole program of
export expansion revolved around the pro-
vision of loans or credit to foreign enter-
prises and governments with which to buy
American products." Indeed, this was the
philosophy, the great international experi-
ment which began in the aftermath of
World War | and became the doctrine in the
post-World War Il era as well. The concept

was simple. During the War, America wa
hard at work producing food which kept
Europe alive. We produced many arm
which Europe purchased. Americans wer
hard at work and Europeans paid in gold fg
the products. At the end of the War, thg
U.S. gold reserves had swelled to recorf
levels. But American workers were unem
ployed since Europe no longer needed ifs
military productive capaitities.

=S \U o7

—J

The great international experiment bega
at that time following World War I. One
way to keep Americans working was tq
maintain the high levels of exportation.
America had become addicted toit. Rathﬂ
than focus upon the domestic revitalizatio l
the focus was placed upon foreign exportg.
The concept of lending money to Europgq
with which they would then in turn buy
American goods sounded very nice. |
would raise the levels of employment, sq
the administrators believed.

=

However, Hoover was very astute and ir
his memoirs he continued on the subject 4s
follows:

"In 1920 and 1921 the foreign govern
ments and businesswere slowto realize thfit
our era of taxpayers’ largess was over; byt
by 1922 they came tonderstand it, and the
whole problem took another complexion
A boom began in foreign loans with the
offer by foreign countries of extravagant
interest to private lenders, from 5 to 8 pe
cent per annum.

"These loans soon began to raise disturly-
ing questions as to their security, their re
productive character, and the methods df
promotion. To serve any good purpose,
such loans had to be adequately securgd
and should increase the productivity of th
country of their destination. Out of suc
increases alone could theybe repaid. Loars
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used for military purposes, for balancing
budgets, and for nonproductive purposes
generally would be disastrous."”

Hoover’s comments offer some keen
words of wisdom. If foreign loans were
used for balancing budgets forced into defi-
cit by social programs or military expendi-
tures, there would be little hope of
expecting repayment.

In order for those foreign loansto be loans
which would have been repaid, they must
produce income. That income, in turn,
must come from another foreign nation.
Let us simplify the situation byreducingthe
world down to three people. The first rep-
resents Europe, the second the United
States, and the third Asia. Let us nowintro-
duce the element of money. There are only
12 ounces of gold in the world evenly dis-
tributed, which means that each has 4
ounces. Asia and Europe go to war but the
U.S. produces all the supplies for Europe.
Europe pays the U.S. 4 ounces of gold and
now has no gold left. The war is over and
now the U.S. has 8 ounces. It lends 4 back
to Europe so that Europe will spend that on
U.S. goods. So for a while this goes on and
the U.S. now has 6 ounces plus a note from
Europe that it owes it 4 ounces. The only
way Europe can repay the 4 ounces is by
selling gpodsto the U.S. for which itilvbe
paid in gold. If that takes place, then the
U.S. will decline in its exports and cries for
protection from foreign imports will be
heard from its people.

Therefore, the great international experi-
ment failed. The United States could not
expect to rebuild the world while expanding
its own. When Europe essentially de-
faulted along with South America on its
loans from the United States, capital losses
were suffered both on a Federal level as
well as on a private individual level. Thus

the Great Depression in part was caused Iy
much of the defaults of the time. Studies
clearlyillustrated that when South Americg
defaulted on their bond issues, much of thgt
was held by private investors and not bank
They could not write off losses against re
serves. The losses were real and to the
point. Thus, these events struck hard at t
very spirit of the population. Those who
had not speculated in stock yet believed th
advertising that stated bonds were the "saf
investment, may have survived the crash gf
the stock market but not the crash of th
bond market. Those who had tucked the[
capital away in real estate were wiped o

by the lack of liquidity caused by the dom-
ino effect from the stocks and bonds. The
great international experiment to lend
money to the world in an effort to rebuild
their economies as a viable market for U.4.
exports backfired and created the Gregt
Depression.

a4

A3

Today we still seek to achieve this "Inter
national Dream." Following World War II,
the very same philosophytook hold and th
United States once again lent its capital t
rebuild Japan and Europe. In more recer]i’t

14

=4

times, Europe has joined in this pursuit an
lent much of its capital to foreign nations i
the third world. Now they too suffer at the
hands of other nations.

As we look at the remaining period fol-
lowing World War 1, we will see that
Roosevelt's abandoning of the gold con
vertibility in 1934 had a very protind im-
pact upon the future of the world. In the
United States, the lack of convertibility of
gold for domestic U.S. citizens acted asini
mask hiding the true economic shift o
wealth and the cost of the ‘Internationa
Dream”to the United States. Under a ful
gold standard, if government spending g
out ofhand, the people would sense thisarjd
if they lost confidence in the government’
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ability to meet its obligations due to dwin-
dling gold reserves, panic would normally
strike.

Under Roosevelt’s limited gold standard,
he successfully eliminated the domestic
gold panics by simply outlawing gold own-
ership. Thus, government spending could
continue and over the long-term inflation
of goods resulted. Thus, private invest-
ments would rise sharply in varying cycles
of popularity. Panic dumping ofdollars and
buying of goods, or a commodity or at times
stocks replaced the old panic into gold. As
long as government did not back its cur-
rencywith condominiums or shares of G.M.
or bushels of wheat, such panicsin the post-
World War Il era did not create a run on the
Treasury. Therefore, Roosevelt’s limited
gold standard did manage to eliminate the
crisis in currency which had existed since
the days of the revolution.

Those who criticize the gold standard will
always point out this drastic departure. But
what they fail to realize is that although the
Roosevelt limited gold standard may have
eliminated the domestic gold panics, it
merely allowed government to spend huge
sums of money it never had without any
immediate consequence on the domestic
political scene. As aresult, we will see how
various investments as well as currencies
and even bonds at various times have re-
placed gold in so far as the medium into
which panic is focused. The elimination of
gold convertibilityhas not eliminated man’s
emotional tendency for financial panic.

In 1950, the United States held 76% ofthe
entire official world gold reserves. When
President Nixon was forced to abandon the
gold convertibility of the dollar for foreign
nations, the U.S. reserves stood at 23%.
Roosevelt’s limited gold system may have
sheltered the domestic economy for a

longer period of time, but that was nof
achieved without a cost. Gold panics bef
tween nations still took place. As the
United States lent vast sums of dollars un
der the theory of the "International
Dream,” there were no stipulations tha
those dollars could not be handed back fqr
gold bullion at the Treasury. In the mid-
1960s, the press began to talk abod
France’s apparent distrust of the dollar an
desire for gold. France was the largest with
drawer of gold from the U.S. Treasury dur{
ing that period. The lack of confidence by
foreign nations led to massive withdrawal
until Nixon was forced to close the gold
window to allow the dollar to "seek its own
level."

— -+

of what those words even meant. To the
a dollar bill still looked the same. Most
were very young when Roosevelt had take
office and few were alive who would have
remembered the terrible consequences pf
wildly fluctuating foreign exchange. An old
problem had reemerged in a generatio
that had grown up completely oblivious tg
the idea that money was in reality anothe
commodity. Its price had merelybeen fixeg
for 35 years in the same fashion that OPE(C
attempted to fixthe price of oil. Eventually]
no matter who it is, the free market force
will emerge victorious.

By 1971, most Americans had no concerqlt

-

—

-

of fancy degrees in economics have don
their best to contrive a means around real-
ity. If we reduce the "International Dream’
down to a simple example, we can sef
through all its fallacies. Let us take seve:IE
people and let each represent a nation ¢r
group of nations (Britain, Canada, France,
Germany, Japan, U.S. and Mexico). If we
assume that each person has $10 and oje
person decides that he wants to producIE
something that the others will buy so tha

It is ironic that some who have a long Iisa“E
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he can make a profit, then if all the money
in the world only amounts t$70, obviously
that is the maximum that any one person
could have. So let us say that this person is
Japan and he has invented a car. All the
other people would like to buy one so they
do and payJapan $1 each. So Japan has $16
and the remaining people in the world have
$9 each. In order for Japan to have earned
that profit, the other nations had incurred a
"trade deficit." You can see clearly nowthat
it is impossible for all seven people to earn
a profit. Not all nations can have a trade
surplus simultaneously.

The trade game can become more com-
plicated when the playersare no longer tied
to a fixed amount of money. When theyall
agree thattheywillno longer use dollars but
each will now issue its own currency, we
introduce the element of inflation. But if
one nation, for example, Mexico, has no
trade surplus and instead it continues to
print pesos, the others automatically begin
to discount Mexico’s currency. They lose
their confidence in Mexico’s ability to re-
main as a player in the game. When there
is no tangible item being used for money
and allthatisused ismerelypaper currency,
then the value of those currencies swing
back and forth on a factor of confidence.
This we know is true today and | have illus-
trated how the currencies have swung
greatly between 1920 and 1924 baspdn
everything from war to new political elec-
tions and fears of political actions.

Therefore, the concept that all nations can
prosper simultaneously is absolutely ab-
surd. Yet at the same time, a trade surplus
is the goal of every nation. But when one
nation lends to another and that nation re-
fusesto repay, the net effect is quite simple.
In the case of the United States, it had
acquired 76% of the world’s official gold
reserves by producing food and arms for

Europe. If the U.S. lent $100 to Europe
$100 to Japan and $100 to the third world|,
and those nationsindeed bought U.S. goods
and kept Americans working, then at 8%
interest, those nations will double their
debt to the U.S. in just 9 years. Thereforg
unless they swing the trade against th
United States in equal proportion to theg
debt, they will never be able to repay thosg
loans. If they are successful in obtaining E
trade surplus, then the U.S. willhave a trad
deficit and the objective of employment for
the U.S. is lost in the end. If they are no
successful in turning the tide of trade antu
continue to maintain a trade deficit or g
surplus which is not sufficient to repay theg
interest, then they will eventually default.
In that case, allthe labour ofthe U.S., whicl
created the goods sold to the other nation
through credit, go unpaid. If there is ong
science that is not based upon theory bt
reality, it is mathematics. 1 + 1 will always
equal 2, no matter how hard a politician o
economist may try to turn it into 3.

1%

S

In the reality of international default, the
world is faced with several factors. If a na
tion cannot meet its obligations and thg
creditor nation merely lends additional
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capital so that the debtor can then take the
new funds and pay the interest on the old
debt, the bottom line effect is to merely
postpone the eventual default. The public
who has been paid for its labour has in-
vested in various mediums including its
homes. On the surface the labourer be-
lieves that he has profited as his house has
risen substantially in value but in reality if
he sells that house, heilwfind that he
cannot buy a new home of similar quality
and size. His savings depreciate in value
accordingto the level of inflation that takes
place. If goods are merely produced and
given away without true tangible repay-
ment, the deficit is made up by government
spending and accumulated debt. In turn,
government raises taxes and the labourer
ends up repaying what he had received for
his own labour, which government chose to
give away. Daniel Webster once said: "Of
all the contrivances for cheating the labour-
ing classes of mankind, none has been more
effective than that which deludes them with
paper money."

One can make two cases of this situation.
The argument that money should be some-
thing tangible like gold has carried a lot of
weight in some circles. But the rigidness of
such a system does not allow for imbalances
to go on for extended periods of time. The
books must be balanced. Thus, it may have
atendencyto promote more panics or crises
as long as fiscal irrespondiby on the part
of government is a way of life. Waves of
inflation under the gold standard are di-
rected by new discoveries of gold. Thusthe
inflationary wave in the 1850s caused bythe
California discoveries and the Spanish con-
guest of the Americas in the 1500s are clas-
sic examples. Attimes, the rigidness of the
gold standard promoted war for the object
of profit, or in modern terms increased
money supply. This has been a favorite mo-
tive long before the days of Alexander the

Great and, in fact, was a primaryreason fg
the American Revolution:

=

"No taxation without representation!”

} =

Those who argue that a gold standar
would force responsibility upon govern-
ment to contain its spending forget tha
governments were irresponsible under th
gold standard as well. Adam Smith wrote
the modern textbook of all time on the
subject ofeconomics. k776, hgublished
his "Wealth of Nations" in which he stated
the following:

1”4

"Itisthe highestimpertinence ofkings ang
ministersto pretend to watch over the econ
omy of private people and to restrain thei
expense, either by sumptuary laws, or by
prohibiting the importation of foreign luxu-
ries. Theyare themselves always, and witk
out any exception, the greatest spendthriffs
in the society. Let them look well after
their own expense, and they may safelytrugt
private people with theirs. If their own ex-
travagance does not ruin the state, that ¢f
their subjects never will."
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Those who argue that the gold standard is
a barbarous relic of the medieval days for
maintaining reserves, do so onlyto promote
the system of blank checks. Under the pa-
per system the panics have not been elimi-
nated. The frequency of the panics seems
to be returning to the pre-1934 days. Under
the limited gold standard between 1934-
1971, those panics were not as noticeable
nor as drastic. Most crisis situations took
place between the treasury of one nation
versus another and the domesticeconomies
were spared the knowledge and the fears.

From the government’s perspective, the
advantage ofthe total paper standard liesin
the fact that government does not have to
wait for new gold mines to be discovered in
order to increase the money supply. All
they need do is pass an act of Congress to
extend its debt limit so it can increase the
money supply. Eventually the laws of
mathematics and the natural forces of hu-
man nature itself wilindermine the confi-
dence in the paper system and it will
collapse just aseasilyasitdid under the gold
standard. The swings in foreign exchange
during the period we have reviewed in this
study closely paralleled the swings in the
investment world as confidence compelled
investors to flee from one currency to an-
other, thereby affecting the various stock
markets around the world.

The Great Depression was not invented
by the stock market. It was created by the
forces ofunsound international finance and
sumptuary laws imposed upon the subjects
of various nations both in the United States
and in Europe. There is no doubt that the
fate of the stock market in the future will be
largely dictated by the swings in confidence
within the international monetary system.
Unaware domestic investors and analysts
may attribute the current rise in the market
going into the summer of 1986 to expecta-

tions of lower interest rates, but with hind
sight this will prove in the end to be atotall)(ll
erroneous explanation of what took plac

in the late 1980s.

In conclusion, the fundamental explana
tions of the ups and downs of the stock
market and the world economy cannot bg
simply drawn between an inference with
interest rate actions or with corporate earr
ings. The impact of public confidence is by
far the most profound influence in both thg
investment world as well as the world econ
omy. Capital flowing back and forth be-
tween nations affords the closes
relationship with the movement within the
stock market and this perhaps can be mofst
readily seen through the movement of for,
eign exchange markets as well. The issu%s

are never purely domestic. No matter wh
market one may look at in whatever natio
you mayreside, the international influencef
will always be a subtle guiding force behind
the more illuminated domesticissues of th
day.

A1 4
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